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when making reverse section 704(c) al-
locations on or after the date of dis-
qualification.

(viii) Transitional rule for qualified fi-
nancial assets revalued after effective
date. A securities partnership revaluing
its qualified financial assets pursuant
to § 1.704–1(b)(2)(iv)(f) on or after the ef-
fective date of this section may use
any reasonable approach to coordinate
with revaluations that occurred prior
to the effective date of this section.

(ix) Examples. The following examples
illustrate the principles of this para-
graph (e)(3).

Example 1. Operation of the partial netting
approach—(i) Facts. Two regulated invest-
ment companies, X and Y, each contribute
$150,000 in cash to form PRS, a partnership
that registers as a management company.
The partnership agreement provides that
book items will be allocated in accordance
with the partners’ relative book capital ac-
counts, that book capital accounts will be
adjusted to reflect daily revaluations of
property pursuant to § 1.704–
1(b)(2)(iv)(f)(5)(iii), and that reverse section
704(c) allocations will be made using the par-
tial netting approach described in paragraph
(e)(3)(iv) of this section. X and Y each have
an initial book capital account of $150,000. In
addition, the partnership establishes for each
of X and Y a revaluation account with a be-
ginning balance of $0. On Day 1, PRS buys
Stock 1, Stock 2, and Stock 3 for $100,000
each. On Day 2, Stock 1 increases in value
from $100,000 to $102,000, Stock 2 increases in
value from $100,000 to $105,000, and Stock 3
declines in value from $100,000 to $98,000. At
the end of Day 2, Z, a regulated investment
company, joins PRS by contributing $152,500
in cash for a one-third interest in the part-
nership [$152,500 divided by $300,000 (initial
values of stock) +$5,000 (net gain at end of
Day 2)+ $152,500]. PRS uses this cash to pur-
chase Stock 4. PRS establishes a revaluation
account for Z with a $0 beginning balance. As
of the close of Day 3, Stock 1 increases in
value from $102,000 to $105,000, and Stocks 2,
3, and 4 decrease in value from $105,000 to
$102,000, from $98,000 to $96,000, and from
$152,500 to $151,500, respectively. At the end
of Day 3, PRS sells Stocks 2 and 3.

(ii) Book allocations—Day 2. At the end of
Day 2, PRS revalues the partnership’s quali-
fied financial assets and increases X’s and
Y’s book capital accounts by each partner’s
50 percent share of the $5,000 ($2,000 + $5,000
¥ $2,000) net increase in the value of the
partnership’s assets during Day 2. PRS in-
creases X’s and Y’s respective revaluation
account balances by $2,500 each to reflect the
amount by which each partner’s book capital
account increased on Day 2. Z’s capital ac-

count is not affected because Z did not join
PRS until the end of Day 2. At the beginning
of Day 3, the partnership’s accounts are as
follows:

Stock 1 Stock 2 Stock 3 Stock 4

Opening
Balance $100,000 $100,000 $100,000 ..................

Day 2 Ad-
justment 2,000 5,000 (2,000) ..................

Total ......... $102,000 $105,000 $98,000 $152,500

X

Book Tax
Revalu-
ation ac-

count

Opening Balance ........... $150,000 $150,000 0
Day 2 Adjustment .......... 2,500 0 $2,500

Closing Balance ............. $152,500 $150,000 $2,500

Y

Book Tax
Revalu-
ation ac-

count

Opening Balance ........... $150,000 $150,000 0
Day 2 Adjustment .......... 2,500 0 $2,500

Closing balance ............. $152,500 $150,000 $2,500

Z

Book Tax
Revalu-
ation ac-

count

Opening Balance ........... ................ ................ ................
Day 2 Adjustment .......... ................ ................ ................
Closing Balance ............. $152,500 $152,500 $0

(iii) Book and tax allocations—Day 3. At the
end of Day 3, PRS decreases the book capital
accounts of X, Y, and Z by $1,000 to reflect
each partner’s share of the $3,000 ($3,000—
$3,000—$2,000—$1,000) net decrease in the
value of the partnership’s qualified financial
assets. PRS also reduces each partner’s re-
valuation account balance by $1,000. Accord-
ingly, X’s and Y’s revaluation account bal-
ances are reduced to $1,500 each and Z’s
revaulation account balance is ($1,000). PRS
then separately allocates the tax gain from
the sale of Stock 2 and the tax loss from the
sale of Stock 3. The $2,000 of tax gain recog-
nized on the sale of Stock 2 ($102,000—
$100,000) is allocated among the partners
with positive revaluation account balances
in accordance with the relative balances of
those revaluation accounts. X’s and Y’s re-
valuation accounts have equal positive bal-
ances; thus, PRS allocates $1,000 of the gain
from the sale of Stock 2 to X and $1,000 of
that gain to Y. PRS allocates none of the
gain from the sale to Z because Z’s revalu-
ation account balance is negative. The $4,000
of tax loss recognized from the sale of Stock
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3 ($96,000—$100,000) is allocated first to the
partners with negative revaluation account
balances to the extent of those balances. Be-
cause Z is the only partner with a negative
revaluation account balance, the tax loss is
allocated first to Z to the extent of Z’s
($1,000) balance. The remaining $3,000 of tax
loss is allocated among the partners in ac-
cordance with their distributive shares of
the loss. Accordingly, PRS allocates $1,000 of
tax loss from the sale of Stock 3 to each of

X and Y. PRS also allocates an additional
$1,000 of the tax loss to Z, so that Z’s total
share of the tax loss from the sale of Stock
3 is $2,000. PRS then reduces each partner’s
revaluation account balance by the amount
of any tax gain allocated to that partner and
increases each partner’s revaluation account
balance by the amount of any tax loss allo-
cated to that partner. At the beginning of
Day 4, the partnership’s accounts are as fol-
lows:

Stock 1 Stock 2 Stock 3 Stock 4

Opening Balance ........................................................................................... $100,000 $100,000 $100,000 $152,500
Day 2 Adjustment .......................................................................................... 2,000 5,000 (2,000) ....................
Day 3 Adjustment .......................................................................................... $3,000 (3,000) (2,000) (1,000)

Total ............................................................................................................... $105,000 $102,000 $96,000 $151,500

X and Y

Book Tax
Revalu-
ation ac-

count

Opening Balance ... $150,000 $150,000 0
Day 2 Adjustment .. 2,500 0 $2,500
Day 3 Adjustment .. (1,000) 0 ($1,000)

Total ....................... $151,500 $150,000 $1,500
Gain from Stock 2 0 $1,000 (1,000)
Loss from Stock 3 0 ($1,000) 1,000

Closing Balance ..... $151,500 $150,000 $1,500

Z

Book Tax Revaluation
account

Opening Balance ... $152,500 $152,500 0
Day 3 Adjustment .. (1,000) 0 ($1,000)

Total ....................... $151,500 $152,500 ($1,000)
Gain from Stock 2 0 0 0
Loss from Stock 3 0 (2,000) 2,000

Closing Balance ..... $151,500 $150,500 $1,000

Example 2. Operation of the full netting ap-
proach—(i) Facts. The facts are the same as
in Example 1, except that the partnership
agreement provides that PRS will make re-
verse section 704(c) allocations using the full
netting approach described in paragraph
(e)(3)(v) of this section.

(ii) Book allocations—Days 2 and 3. PRS al-
locates its book gains and losses in the man-
ner described in paragraphs (ii) and (iii) of
Example 1 (the partial netting approach).
Thus, at the end of Day 2, PRS increases the

book capital accounts of X and Y by $2,500 to
reflect the appreciation in the parntership’s
assets from the close of Day 1 to the close of
Day 2 and records that increase in the reval-
uation account created for each partner. At
the end of Day 3, PRS decreases the book
capital accounts of X, Y, and Z by $1,000 to
reflect each partner’s share of the decline in
value of the partnership’s assets from Day 2
to Day 3 and reduces each partner’s revalu-
ation account by a corresponding amount.

(iii) Tax allocations—Day 3. After making
the book adjustments described in the pre-
vious paragraph, PRS allocates its net tax
gain (or net tax loss) from its sales of quali-
fied financial assets during Day 3. To do so,
PRS first determines its net tax gain (or net
tax loss) recognized from its sales of quali-
fied financial assets for the day. There is a
$2,000 net tax loss ($2,000 gain from the sale
of Stock 2 less $4,000 loss from the sale of
Stock 3) on the sale of PRS’s qualified finan-
cial assets. Because Z is the only partner
with a negative revaluation account balance,
the partnership’s net tax loss is allocated
first to Z to the extent of Z’s ($1,000) revalu-
ation account balance. The remaining net
tax loss is allocated among the partners in
accoradnce with their distributive shares of
loss. Thus, PRS allocates $333.33 of the $2,000
net tax loss to each of X and Y. PRS also al-
locates an additional $333.33 of the net tax
loss to Z, so that the total net tax loss allo-
cation to Z is $1,333.33. PRS then increases
each partner’s revaluation account balance
by the amount of net tax loss allocated to
that partner. At the beginning of Day 4, the
partnership’s accounts are as follows:

Stock 1 Stock 2 Stock 3 Stock 4

Opening Balance ............................................................................................. $100,000 $100,000 $100,000 $152,500
Day 2 Adjustment ............................................................................................ 2,000 5,000 (2,000) ..................
Day 3 Adjustment ............................................................................................ 3,000 (3,000) (2,000) ($1,000)

Total ................................................................................................................. $105,000 $102,000 $96,000 $151,500
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X and Y

Book Tax
Revalu-
ation ac-

count

Opening Balance ... $150,000 $150,000 0
Day 2 Adjustment .. $2,500 0 $2,500
Day 3 Adjustment .. (1,000) 0 (1,000)

Total ....................... $151,500 $150,000 $1,500
Net Tax Loss-

Stocks 2 & 3 ...... 0 (333) 333

Closing Balance ..... $151,500 $149,667 $1,833

Z

Book Tax
Revalu-
ation ac-

count

Opening Balance ..... $152,500 $152,500 0
Day 3 Adjustment .... (1,000) 0 ($1,000)

Total .................. $151,500 $152,500 ($1,000)
Net Tax Loss-Stocks

2 & 3 .................... 0 (1,333) 1,333

Closing Balance ....... $151,500 $151,167 $333

(4) Aggregation as permitted by the
Commissioner. The Commissioner may,
by published guidance or by letter rul-
ing, permit:

(i) Aggregation of properties other
than those described in paragraphs
(e)(2) and (e)(3) of this section;

(ii) Partnerships and partners not de-
scribed in paragraph (e)(3) of this sec-
tion to aggregate gain and loss from
qualified financial assets; and

(iii) Aggregation of qualified finan-
cial assets for purposes of making sec-
tion 704(c) allocations in the same
manner as that described in paragraph
(e)(3) of this section.

(f) Effective date. This section applies
to property contributed to a partner-
ship and to restatements pursuant to
§ 1.704–1(b)(2)(iv)(f) on or after Decem-
ber 21, 1993.

[T.D. 8500, 58 FR 67679, Dec. 22, 1993; 59 FR
4140, Jan. 28, 1994, as amended by T.D. 8585, 59
FR 66728, Dec. 28, 1994; 60 FR 11906, Mar. 3,
1995]

§ 1.704–4 Distribution of contributed
property.

(a) Determination of gain and loss—(1)
In general. A partner that contributes
section 704(c) property to a partnership
must recognize gain or loss under sec-
tion 704(c)(1)(B) and this section on the
distribution of such property to an-
other partner within five years of its

contribution to the partnership in an
amount equal to the gain or loss that
would have been allocated to such part-
ner under section 704(c)(1)(A) and
§ 1.704–3 if the distributed property had
been sold by the partnership to the dis-
tributee partner for its fair market
value at the time of the distribution.
See § 1.704–3(a)(3)(i) for a definition of
section 704(c) property.

(2) Transactions to which section
704(c)(1)(B) applies. Section 704(c)(1)(B)
and this section apply only to the ex-
tent that a distribution by a partner-
ship is a distribution to a partner act-
ing in the capacity of a partner within
the meaning of section 731.

(3) Fair market value of property. The
fair market value of the distributed
section 704(c) property is the price at
which the property would change hands
between a willing buyer and a willing
seller at the time of the distribution,
neither being under any compulsion to
buy or sell and both having reasonable
knowledge of the relevant facts. The
fair market value that a partnership
assigns to distributed section 704(c)
property will be regarded as correct,
provided that the value is reasonably
agreed to among the partners in an
arm’s-length negotiation and the part-
ners have sufficiently adverse inter-
ests.

(4) Determination of five-year period—
(i) General rule. The five-year period
specified in paragraph (a)(1) of this sec-
tion begins on and includes the date of
contribution.

(ii) Section 708(b)(1)(B) terminations. A
termination of the partnership under
section 708(b)(1)(B) begins a new five-
year period for each partner with re-
spect to the built-in gain and built-in
loss property that the partner is
deemed to recontribute to a new part-
nership following the termination, but
only to the extent that the pre-termi-
nation built-in gain or loss, if any, on
such property would not have been al-
located to the contributing partner
under section 704(c)(1)(A) and § 1.704–3
on a sale of the contributed property to
an unrelated party immediately before
the termination. See § 1.704–3(a)(3)(ii)
for the definitions of built-in gain and
built-in loss on section 704(c) property.

(5) Examples. The following examples
illustrate the rules of this paragraph
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(a). Unless otherwise specified, partner-
ship income equals partnership ex-
penses (other than depreciation deduc-
tions for contributed property) for each
year of the partnership, the fair mar-
ket value of partnership property does
not change, all distributions by the
partnership are subject to section
704(c)(1)(B), and all partners are unre-
lated.

Example 1. Recognition of gain. (i) On Janu-
ary 1, 1995, A, B, and C form partnership ABC
as equal partners. A contributes $10,000 cash
and Property A, nondepreciable real prop-
erty with a fair market value of $10,000 and
an adjusted tax basis of $4,000. Thus, there is
a built-in gain of $6,000 on Property A at the
time of contribution. B contributes $10,000
cash and Property B, nondepreciable real
property with a fair market value and ad-
justed tax basis of $10,000. C contributes
$20,000 cash.

(ii) On December 31, 1998, Property A and
Property B are distributed to C in complete
liquidation of C’s interest in the partnership.

(iii) A would have recognized $6,000 of gain
under section 704(c)(1)(A) and § 1.704–3 on the
sale of Property A at the time of the dis-
tribution ($10,000 fair market value less
$4,000 adjusted tax basis). As a result, A must
recognize $6,000 of gain on the distribution of
Property A to C. B would not have recog-
nized any gain or loss under section
704(c)(1)(A) and § 1.704–3 on the sale of Prop-
erty B at the time of distribution because
Property B was not section 704(c) property.
As a result, B does not recognize any gain or
loss on the distribution of Property B.

Example 2. Effect of post-contribution depre-
ciation deductions. (i) On January 1, 1995, A,
B, and C form partnership ABC as equal part-
ners. A contributes Property A, depreciable
property with a fair market value of $30,000
and an adjusted tax basis of $20,000. There-
fore, there is a built-in gain of $10,000 on
Property A. B and C each contribute $30,000
cash. ABC uses the traditional method of
making section 704(c) allocations described
in § 1.704–3(b) with respect to Property A.

(ii) Property A is depreciated using the
straight-line method over its remaining 10-
year recovery period. The partnership has
book depreciation of $3,000 per year (10 per-
cent of the $30,000 book basis), and each part-
ner is allocated $1,000 of book depreciation
per year (one-third of the total annual book
depreciation of $3,000). The partnership has a
tax depreciation deduction of $2,000 per year
(10 percent of the $20,000 tax basis in Prop-
erty A). This $2,000 tax depreciation deduc-
tion is allocated equally between B and C,
the noncontributing partners with respect to
Property A.

(iii) At the end of the third year, the book
value of Property A is $21,000 ($30,000 initial

book value less $9,000 aggregate book depre-
ciation) and the adjusted tax basis is $14,000
($20,000 initial tax basis less $6,000 aggregate
tax depreciation). A’s remaining section
704(c)(1)(A) built-in gain with respect to
Property A is $7,000 ($21,000 book value less
$14,000 adjusted tax basis).

(iv) On December 31, 1997, Property A is
distributed to B in complete liquidation of
B’s interest in the partnership. If Property A
had been sold for its fair market value at the
time of the distribution, A would have recog-
nized $7,000 of gain under section 704(c)(1)(A)
and § 1.704–3(b). Therefore, A recognizes $7,000
of gain on the distribution of Property A to
B.

Example 3. Effect of remedial method. (i) On
January 1, 1995, A, B, and C form partnership
ABC as equal partners. A contributes Prop-
erty A1, nondepreciable real property with a
fair market value of $10,000 and an adjusted
tax basis of $5,000, and Property A2, non-
depreciable real property with a fair market
value and adjusted tax basis of $10,000. B and
C each contribute $20,000 cash. ABC uses the
remedial method of making section 704(c) al-
locations described in § 1.704–3(d) with re-
spect to Property A1.

(ii) On December 31, 1998, when the fair
market value of Property A1 has decreased
to $7,000, Property A1 is distributed to C in a
current distribution. If Property A1 had been
sold by the partnership at the time of the
distribution, ABC would have recognized the
$2,000 of remaining built-in gain under sec-
tion 704(c)(1)(A) on the sale (fair market
value of $7,000 less $5,000 adjusted tax basis).
All of this gain would have been allocated to
A. ABC would also have recognized a book
loss of $3,000 ($10,000 original book value less
$7,000 current fair market value of the prop-
erty). Book loss in the amount of $2,000
would have been allocated equally between B
and C. Under the remedial method, $2,000 of
tax loss would also have been allocated
equally to B and C to match their share of
the book loss. As a result, $2,000 of gain
would also have been allocated to A as an
offsetting remedial allocation. A would have
recognized $4,000 of total gain under section
704(c)(1)(A) on the sale of Property A1 ($2,000
of section 704(c) recognized gain plus $2,000
remedial gain). Therefore, A recognizes $4,000
of gain on the distribution of Property A1 to
C under this section.

(b) Character of gain or loss—(1) Gen-
eral rule. Gain or loss recognized by the
contributing partner under section
704(c)(1)(B) and this section has the
same character as the gain or loss that
would have resulted if the distributed
property had been sold by the partner-
ship to the distributee partner at the
time of the distribution.
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(2) Example. The following example il-
lustrates the rule of this paragraph (b).
Unless otherwise specified, partnership
income equals partnership expenses
(other than depreciation deductions for
contributed property) for each year of
the partnership, the fair market value
of partnership property does not
change, all distributions by the part-
nership are subject to section
704(c)(1)(B), and all partners are unre-
lated.

Example. Character of gain. (i) On January
1, 1995, A and B form partnership AB. A con-
tributes $10,000 and Property A, nondepre-
ciable real property with a fair market value
of $10,000 and an adjusted tax basis of $4,000,
in exchange for a 25 percent interest in part-
nership capital and profits. B contributes
$60,000 cash for a 75 percent interest in part-
nership capital and profits.

(ii) On December 31, 1998, Property A is dis-
tributed to B in a current distribution. Prop-
erty A is used in a trade or business of B.

(iii) A would have recognized $6,000 of gain
under section 704(c)(1)(A) on a sale of Prop-
erty A at the time of the distribution (the
difference between the fair market value
($10,000) and the adjusted tax basis ($4,000) of
the property at that time). Because Property
A is not a capital asset in the hands of Part-
ner B and B holds more than 50 percent of
partnership capital and profits, the char-
acter of the gain on a sale of Property A to
B would have been ordinary income under
section 707(b)(2). Therefore, the character of
the gain to A on the distribution of Property
A to B is ordinary income.

(c) Exceptions—(1) Property contributed
on or before October 3, 1989. Section
704(c)(1)(B) and this section do not
apply to property contributed to the
partnership on or before October 3,
1989.

(2) Certain liquidations. Section
704(c)(1)(B) and this section do not
apply to a distribution of an interest in
section 704(c) property to a partner
other than the contributing partner in
a liquidation of the partnership if—

(i) The contributing partner receives
an interest in the section 704(c) prop-
erty contributed by that partner (and
no other property); and

(ii) The built-in gain or loss in the in-
terest distributed to the contributing
partner, determined immediately after
the distribution, is equal to or greater
than the built-in gain or loss on the
property that would have been allo-
cated to the contributing partner

under section 704(c)(1)(A) and § 1.704–3
on a sale of the contributed property to
an unrelated party immediately before
the distribution.

(3) Section 708(b)(1)(B) termination.
Section 704(c)(1)(B) and this section do
not apply to a deemed distribution of
property caused by a termination of
the partnership under section
708(b)(1)(B). See paragraph (a)(4)(ii) of
this section for a special rule regarding
a new five-year period for certain prop-
erty deemed contributed to a new part-
nership following a termination of the
partnership under section 708(b)(1)(B).
See also § 1.737–2(a) for a similar rule in
the context of section 737.

(4) Complete transfer to another part-
nership. Section 704(c)(1)(B) and this
section do not apply to a transfer by a
partnership (transferor partnership) of
all of its assets and liabilities to a sec-
ond partnership (transferee partner-
ship) in an exchange described in sec-
tion 721, followed by a distribution of
the interest in the transferee partner-
ship in liquidation of the transferor
partnership as part of the same plan or
arrangement. A subsequent distribu-
tion of section 704(c) property by the
transferee partnership to a partner of
the transferee partnership is subject to
section 704(c)(1)(B) to the same extent
that a distribution by the transferor
partnership would have been subject to
section 704(c)(1)(B). See § 1.737–2(b) for a
similar rule in the context of section
737.

(5) Incorporation of a partnership. Sec-
tion 704(c)(1)(B) and this section do not
apply to an incorporation of a partner-
ship by any method of incorporation
(other than a method involving an ac-
tual distribution of partnership prop-
erty to the partners followed by a con-
tribution of that property to a corpora-
tion), provided that the partnership is
liquidated as part of the incorporation
transaction. See § 1.737–2(c) for a simi-
lar rule in the context of section 737.

(6) Undivided interests. Section
704(c)(1)(B) and this section do not
apply to a distribution of an undivided
interest in property to the extent that
the undivided interest does not exceed
the undivided interest, if any, contrib-
uted by the distributee partner in the
same property. See § 1.737–2(d)(4) for the
application of section 737 in a similar
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context. The portion of the undivided
interest in property retained by the
partnership after the distribution, if
any, that is treated as contributed by
the distributee partner, is reduced to
the extent of the undivided interest
distributed to the distributee partner.

(7) Example. The following example il-
lustrates the rule of paragraph (c)(2) of
this section. Unless otherwise speci-
fied, partnership income equals part-
nership expenses (other than deprecia-
tion deductions for contributed prop-
erty) for each year of the partnership,
the fair market value of partnership
property does not change, all distribu-
tions by the partnership are subject to
section 704(c)(1)(B), and all partners are
unrelated.

Example. (i) On January 1, 1995, A and B
form partnership AB, as equal partners. A
contributes Property A, nondepreciable real
property with a fair market value and ad-
justed tax basis of $20,000. B contributes
Property B, nondepreciable real property
with a fair market value of $20,000 and an ad-
justed tax basis of $10,000. Property B there-
fore has a built-in gain of $10,000 at the time
of contribution.

(ii) On December 31, 1998, the partnership
liquidates when the fair market value of
Property A has not changed, but the fair
market value of Property B has increased to
$40,000.

(iii) In the liquidation, A receives Property
A and a 25 percent interest in Property B.
This interest in Property B has a fair market
value of $10,000 to A, reflecting the fact that
A was entitled to 50 percent of the $20,000
post-contribution appreciation in Property
B. The partnership distributes to B a 75 per-
cent interest in Property B with a fair mar-
ket value of $30,000. B’s basis in this portion
of Property B is $10,000 under section 732(b).
As a result, B has a built-in gain of $20,000 in
this portion of Property B immediately after
the distribution ($30,000 fair market value
less $10,000 adjusted tax basis). This built-in
gain is greater than the $10,000 of built-in
gain in Property B at the time of contribu-
tion to the partnership. B therefore does not
recognize any gain on the distribution of a
portion of Property B to A under this sec-
tion.

(d) Special rules—(1) Nonrecognition
transactions. Property received by the
partnership in exchange for section
704(c) property in a nonrecognition
transaction is treated as the section
704(c) property for purposes of section
704(c)(1)(B) and this section to the ex-
tent that the property received is

treated as section 704(c) property under
§ 1.704–3(a)(8). See § 1.737–2(d)(3) for a
similar rule in the context of section
737.

(2) Transfers of a partnership interest.
The transferee of all or a portion of the
partnership interest of a contributing
partner is treated as the contributing
partner for purposes of section
704(c)(1)(B) and this section to the ex-
tent of the share of built-in gain or loss
allocated to the transferee partner. See
§ 1.704–3(a)(7).

(3) Distributions of like-kind property.
If section 704(c) property is distributed
to a partner other than the contribut-
ing partner and like-kind property
(within the meaning of section 1031) is
distributed to the contributing partner
no later than the earlier of (i) 180 days
following the date of the distribution
to the non-contributing partner, or (ii)
the due date (determined with regard
to extensions) of the contributing part-
ner’s income tax return for the taxable
year of the distribution to the non-
contributing partner, the amount of
gain or loss, if any, that the contribut-
ing partner would otherwise have rec-
ognized under section 704(c)(1)(B) and
this section is reduced by the amount
of built-in gain or loss in the distrib-
uted like-kind property in the hands of
the contributing partner immediately
after the distribution. The contribut-
ing partner’s basis in the distributed
like-kind property is determined as if
the like-kind property were distributed
in an unrelated distribution prior to
the distribution of any other property
distributed as part of the same dis-
tribution and is determined without re-
gard to the increase in the contribut-
ing partner’s adjusted tax basis in the
partnership interest under section
704(c)(1)(B) and this section. See § 1.707–
3 for provisions treating the distribu-
tion of the like-kind property to the
contributing partner as a disguised sale
in certain situations.

(4) Example. The following example il-
lustrates the rules of this paragraph
(d). Unless otherwise specified, partner-
ship income equals partnership ex-
penses (other than depreciation deduc-
tions for contributed property) for each
year of the partnership, the fair mar-
ket value of partnership property does
not change, all distributions by the
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partnership are subject to section
704(c)(1)(B), and all partners are unre-
lated.

Example. Distribution of like-kind property.
(i) On January 1, 1995, A, B, and C form part-
nership ABC as equal partners. A contributes
Property A, nondepreciable real property
with a fair market value of $20,000 and an ad-
justed tax basis of $10,000. B and C each con-
tribute $20,000 cash. The partnership subse-
quently buys Property X, nondepreciable
real property of a like-kind to Property A
with a fair market value and adjusted tax
basis of $8,000. The fair market value of
Property X subsequently increases to $10,000.

(ii) On December 31, 1998, Property A is dis-
tributed to B in a current distribution. At
the same time, Property X is distributed to
A in a current distribution. The distribution
of Property X does not result in the con-
tribution of Property A being properly char-
acterized as a disguised sale to the partner-
ship under § 1.707–3. A’s basis in Property X is
$8,000 under section 732(a)(1). A therefore has
$2,000 of built-in gain in Property X ($10,000
fair market value less $8,000 adjusted tax
basis).

(iii) A would generally recognize $10,000 of
gain under section 704(c)(1)(B) on the dis-
tribution of Property A, the difference be-
tween the fair market value ($20,000) of the
property and its adjusted tax basis ($10,000).
This gain is reduced, however, by the
amount of the built-in gain of Property X in
the hands of A. As a result, A recognizes only
$8,000 of gain on the distribution of Property
A to B under section 704(c)(1)(B) and this sec-
tion.

(e) Basis adjustments—(1) Contributing
partner’s basis in the partnership interest.
The basis of the contributing partner’s
interest in the partnership is increased
by the amount of the gain, or decreased
by the amount of the loss, recognized
by the partner under section
704(c)(1)(B) and this section. This in-
crease or decrease is taken into ac-
count in determining (i) the contribut-
ing partner’s adjusted tax basis under
section 732 for any property distributed
to the partner in a distribution that is
part of the same distribution as the
distribution of the contributed prop-
erty, other than like-kind property de-
scribed in paragraph (d)(3) of this sec-
tion (pertaining to the special rule for
distributions of like-kind property),
and (ii) the amount of the gain recog-
nized by the contributing partner
under section 731 or section 737, if any,
on a distribution of money or property
to the contributing partner that is part

of the same distribution as the dis-
tribution of the contributed property.
For a determination of basis in a dis-
tribution subject to section 737, see
§ 1.737–3(a).

(2) Partnership’s basis in partnership
property. The partnership’s adjusted
tax basis in the distributed section
704(c) property is increased or de-
creased immediately before the dis-
tribution by the amount of gain or loss
recognized by the contributing partner
under section 704(c)(1)(B) and this sec-
tion. Any increase or decrease in basis
is therefore taken into account in de-
termining the distributee partner’s ad-
justed tax basis in the distributed prop-
erty under section 732. For a deter-
mination of basis in a distribution sub-
ject to section 737, see § 1.737–3(b).

(3) Section 754 adjustments. The basis
adjustments to partnership property
made pursuant to paragraph (e)(2) of
this section are not elective and must
be made regardless of whether the part-
nership has an election in effect under
section 754. Any adjustments to the
bases of partnership property (includ-
ing the distributed section 704(c) prop-
erty) under section 734(b) pursuant to a
section 754 election must be made after
(and must take into account) the ad-
justments to basis made under para-
graph (e)(2) of this section. See § 1.737–
3(c)(4) for a similar rule in the context
of section 737.

(4) Example. The following example il-
lustrates the rules of this paragraph
(e). Unless otherwise specified, partner-
ship income equals partnership ex-
penses (other than depreciation deduc-
tions for contributed property) for each
year of the partnership, the fair mar-
ket value of partnership property does
not change, all distributions by the
partnership are subject to section
704(c)(1)(B), and all partners are unre-
lated.

Example. Basis adjustment. On January 1,
1995, A, B, and C form partnership ABC as
equal partners. A contributes $10,000 cash
and Property A, nondepreciable real prop-
erty with a fair market value of $10,000 and
an adjusted tax basis of $4,000. B and C each
contribute $20,000 cash.

(ii) On December 31, 1998, Property A is dis-
tributed to B in a current distribution.

(iii) Under paragraph (a) of this section, A
recognizes $6,000 of gain on the distribution
of Property A because that is the amount of
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gain that would have been allocated to A
under section 704(c)(1)(A) and § 1.704–3 on a
sale of Property A for its fair market value
at the time of the distribution (fair market
value of Property A ($10,000) less its adjusted
tax basis at the time of distribution ($4,000)).
The adjusted tax basis of A’s partnership in-
terest is increased from $14,000 to $20,000 to
reflect this gain. The partnership’s adjusted
tax basis in Property A is increased from
$4,000 to $10,000 immediately prior to its dis-
tribution to B. B’s adjusted tax basis in
Property A is therefore $10,000 under section
732(a)(1).

(f) Anti-abuse rule—(1) In general. The
rules of section 704(c)(1)(B) and this
section must be applied in a manner
consistent with the purpose of section
704(c)(1)(B). Accordingly, if a principal
purpose of a transaction is to achieve a
tax result that is inconsistent with the
purpose of section 704(c)(1)(B), the
Commissioner can recast the trans-
action for federal tax purposes as ap-
propriate to achieve tax results that
are consistent with the purpose of sec-
tion 704(c)(1)(B) and this section.
Whether a tax result is inconsistent
with the purpose of section 704(c)(1)(B)
and this section must be determined
based on all the facts and cir-
cumstances. See § 1.737–4 for an anti-
abuse rule and examples in the context
of section 737.

(2) Examples. The following examples
illustrate the anti-abuse rule of this
paragraph (f). The examples set forth
below do not delineate the boundaries
of either permissible or impermissible
types of transactions. Further, the ad-
dition of any facts or circumstances
that are not specifically set forth in an
example (or the deletion of any facts or
circumstances) may alter the outcome
of the transaction described in the ex-
ample. Unless otherwise specified,
partnership income equals partnership
expenses (other than depreciation de-
ductions for contributed property) for
each year of the partnership, the fair
market value of partnership property
does not change, all distributions by
the partnership are subject to section
704(c)(1)(B), and all partners are unre-
lated.

Example 1. Distribution in substance made
within five-year period; results inconsistent
with the purpose of section 704(c)(1)(B). (i) On
January 1, 1995, A, B, and C form partnership
ABC as equal partners. A contributes Prop-

erty A, nondepreciable real property with a
fair market value of $10,000 and an adjusted
tax basis of $1,000. B and C each contributes
$10,000 cash.

(ii) On December 31, 1998, the partners de-
sire to distribute Property A to B in com-
plete liquidation of B’s interest in the part-
nership. If Property A were distributed at
that time, however, A would recognize $9,000
of gain under section 704(c)(1)(B), the dif-
ference between the $10,000 fair market value
and the $1,000 adjusted tax basis of Property
A, because Property A was contributed to
the partnership less than five years before
December 31, 1998. On becoming aware of this
potential gain recognition, and with a prin-
cipal purpose of avoiding such gain, the part-
ners amend the partnership agreement on
December 31, 1998, and take any other steps
necessary to provide that substantially all of
the economic risks and benefits of Property
A are borne by B as of December 31, 1998, and
that substantially all of the economic risks
and benefits of all other partnership prop-
erty are borne by A and C. The partnership
holds Property A until January 5, 2000, at
which time it is distributed to B in complete
liquidation of B’s interest in the partnership.

(iii) The actual distribution of Property A
occurred more than five years after the con-
tribution of the property to the partnership.
The steps taken by the partnership on De-
cember 31, 1998, however, are the functional
equivalent of an actual distribution of Prop-
erty A to B in complete liquidation of B’s in-
terest in the partnership as of that date. Sec-
tion 704(c)(1)(B) requires recognition of gain
when contributed section 704(c) property is
in substance distributed to another partner
within five years of its contribution to the
partnership. Allowing a contributing partner
to avoid section 704(c)(1)(B) through arrange-
ments such as those in this Example 1 that
have the effect of a distribution of property
within five years of the date of its contribu-
tion to the partnership would effectively un-
dermine the purpose of section 704(c)(1)(B)
and this section. As a result, the steps taken
by the partnership on December 31, 1998, are
treated as causing a distribution of Property
A to B for purposes of section 704(c)(1)(B) on
that date, and A recognizes gain of $9,000
under section 704(c)(1)(B) and this section at
that time.

(iv) Alternatively, if on becoming aware of
the potential gain recognition to A on a dis-
tribution of Property A on December 31, 1998,
the partners had instead agreed that B would
continue as a partner with no changes to the
partnership agreement or to B’s economic in-
terest in partnership operations, the dis-
tribution of Property A to B on January 5,
2000, would not have been inconsistent with
the purpose of section 704(c)(1)(B) and this
section. In that situation, Property A would
not have been distributed until after the ex-
piration of the five-year period specified in
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section 704(c)(1)(B) and this section. Defer-
ring the distribution of Property A until the
end of the five-year period for a principal
purpose of avoiding the recognition of gain
under section 704(c)(1)(B) and this section is
not inconsistent with the purpose of section
704(c)(1)(B). Therefore, A would not have rec-
ognized gain on the distribution of Property
A in that case.

Example 2. Suspension of five-year period in
manner consistent with the purpose of section
704(c)(1)(B). (i) A, B, and C form partnership
ABC on January 1, 1995, to conduct bona fide
business activities. A contributes Property
A, nondepreciable real property with a fair
market value of $10,000 and an adjusted tax
basis of $1,000, in exchange for a 49.5 percent
interest in partnership capital and profits. B
contributes $10,000 in cash for a 49.5 percent
interest in partnership capital and profits. C
contributes cash for a 1 percent interest in
partnership capital and profits. A and B are
wholly owned subsidiaries of the same affili-
ated group and continue to control the man-
agement of Property A by virtue of their
controlling interests in the partnership. The
partnership is formed pursuant to a plan a
principal purpose of which is to minimize the
period of time that A would have to remain
a partner with a potential acquiror of Prop-
erty A.

(ii) On December 31, 1997, D is admitted as
a partner to the partnership in exchange for
$10,000 cash.

(iii) On January 5, 2000, Property A is dis-
tributed to D in complete liquidation of D’s
interest in the partnership.

(iv) The distribution of Property A to D oc-
curred more than five years after the con-
tribution of the property to the partnership.
On these facts, however, a principal purpose
of the transaction was to minimize the pe-
riod of time that A would have to remain
partners with a potential acquiror of Prop-
erty A, and treating the five-year period of
section 704(c)(1)(B) as running during a time
when Property A was still effectively owned
through the partnership by members of the
contributing affiliated group of which A is a
member is inconsistent with the purpose of
section 704(c)(1)(B). Prior to the admission of
D as a partner, the pooling of assets between
A and B, on the one hand, and C, on the
other hand, although sufficient to constitute
ABC as a valid partnership for federal in-
come tax purposes, is not a sufficient pooling
of assets for purposes of running the five-
year period with respect to the distribution
of Property A to D. Allowing a contributing
partner to avoid section 704(c)(1)(B) through
arrangements such as those in this Example 2
would have the effect of substantially nul-
lifying the five-year requirement of section
704(c)(1)(B) and this section and elevating
the form of the transaction over its sub-
stance. As a result, with respect to the dis-
tribution of Property A to D, the five-year

period of section 704(c)(1)(B) is tolled until
the admission of D as a partner on December
31, 1997. Therefore, the distribution of Prop-
erty A occurred before the end of the five-
year period of section 704(c)(1)(B), and A rec-
ognizes gain of $9,000 under section
704(c)(1)(B) on the distribution.

(g) Effective date. This section applies
to distributions by a partnership to a
partner on or after January 9, 1995.

[T.D. 8642, 60 FR 66730, Dec. 26, 1995]

§ 1.705–1 Determination of basis of
partner’s interest.

(a) General rule. (1) Section 705 and
this section provide rules for determin-
ing the adjusted basis of a partner’s in-
terest in a partnership. A partner is re-
quired to determine the adjusted basis
of his interest in a partnership only
when necessary for the determination
of his tax liability or that of any other
person. The determination of the ad-
justed basis of a partnership interest is
ordinarily made as of the end of a part-
nership taxable year. Thus, for exam-
ple, such year-end determination is
necessary in ascertaining the extent to
which a partner’s distributive share of
partnership losses may be allowed. See
section 704(d). However, where there
has been a sale or exchange of all or a
part of a partnership interest or a liq-
uidation of a partner’s entire interest
in a partnership, the adjusted basis of
the partner’s interest should be deter-
mined as of the date of sale or ex-
change or liquidation. The adjusted
basis of a partner’s interest in a part-
nership is determined without regard
to any amount shown in the partner-
ship books as the partner’s ‘‘capital’’,
‘‘equity’’, or similar account. For ex-
ample, A contributes property with an
adjusted basis to him of $400 (and a
value of $1,000) to a partnership. B con-
tributes $1,000 cash. While under their
agreement each may have a ‘‘capital
account’’ in the partnership of $1,000,
the adjusted basis of A’s interest is
only $400 and B’s interest $1,000.

(2) The original basis of a partner’s
interest in a partnership shall be deter-
mined under section 722 (relating to
contributions to a partnership) or sec-
tion 742 (relating to transfers of part-
nership interests). Such basis shall be
increased under section 722 by any fur-
ther contributions to the partnership
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and by the sum of the partner’s dis-
tributive share for the taxable year and
prior taxable years of:

(i) Taxable income of the partnership
as determined under section 703(a),

(ii) Tax-exempt receipts of the part-
nership, and

(iii) The excess of the deductions for
depletion over the basis of the deplet-
able property, unless the property is an
oil or gas property the basis of which
has been allocated to partners under
section 613A(c)(7)(D).

(3) The basis shall be decreased (but
not below zero) by distributions from
the partnership as provided in section
733 and by the sum of the partner’s dis-
tributive share for the taxable year and
prior taxable years of:

(i) Partnership losses (including cap-
ital losses), and

(ii) Partnership expenditures which
are not deductible in computing part-
nership taxable income or loss and
which are not capital expenditures.

(4) The basis shall be decreased (but
not below zero) by the amount of the
partner’s deduction for depletion al-
lowable under section 611 for any part-
nership oil and gas property to the ex-
tent the deduction does not exceed the
proportionate share of the adjusted
basis of the property allocated to the
partner under section 613A(c)(7)(D).

(5) The basis shall be adjusted (but
not below zero) to reflect any gain or
loss to the partner resulting from a dis-
position by the partnership of a domes-
tic oil or gas property after December
31, 1974.

(6) For the effect of liabilities in de-
termining the amount of contributions
made by a partner to a partnership or
the amount of distributions made by a
partnership to a partner, see section
752 and § 1.752–1, relating to the treat-
ment of certain liabilities. In deter-
mining the basis of a partnership inter-
est on the effective date of subchapter
K, chapter 1 of the Code, or any of the
sections thereof, the partner’s share of
partnership liabilities on that date
shall be included.

(b) Alternative rule. In certain cases,
the adjusted basis of a partner’s inter-
est in a partnership may be determined
by reference to the partner’s share of
the adjusted basis of partnership prop-
erty which would be distributable upon

termination of the partnership. The al-
ternative rule may be used to deter-
mine the adjusted basis of a partner’s
interest where circumstances are such
that the partner cannot practicably
apply the general rule set forth in sec-
tion 705(a) and paragraph (a) of this
section, or where, from a consideration
of all the facts, it is, in the opinion of
the Commissioner, reasonable to con-
clude that the result produced will not
vary substantially from the result ob-
tainable under the general rule. Where
the alternative rule is used, adjust-
ments may be necessary in determin-
ing the adjusted basis of a partner’s in-
terest in a partnership. Adjustments
would be required, for example, in
order to reflect in a partner’s share of
the adjusted basis of partnership prop-
erty any significant discrepancies aris-
ing as a result of contributed property,
transfers of partnership interests, or
distributions of property to the part-
ners. The operation of the alternative
rules may be illustrated by the follow-
ing examples:

Example 1. The ABC partnership, in which
A, B, and C are equal partners, owns various
properties with a total adjusted basis of
$1,500 and has earned and retained an addi-
tional $1,500. The total adjusted basis of
partnership property is thus $3,000. Each
partner’s share in the adjusted basis of part-
nership property is one-third of this amount,
or $1,000. Under the alternative rule, this
amount represents each partner’s adjusted
basis for his partnership interest.

Example 2. Assume that partner A in exam-
ple 1 of this paragraph sells his partnership
interest to D for $1,250 at a time when the
partnership property with an adjusted basis
of $1,500 had appreciated in value to $3,000,
and when the partnership also had $750 in
cash. The total adjusted basis of all partner-
ship property is $2,250 and the value of such
property is $3,750. D’s basis for his partner-
ship interest is his cost, $1,250. However, his
one-third share of the adjusted basis of part-
nership property is only $750. Therefore, for
the purposes of the alternative rule, D has an
adjustment of $500 in determining the basis
of his interest. This amount represents the
difference between the cost of his partner-
ship interest and his share of partnership
basis at the time of his purchase. If the part-
nership subsequently earns and retains an
additional $1,500, its property will have an
adjusted basis of $3,750. D’s adjusted basis for
his interest under the alternative rule is
$1,750, determined by adding $500, his basis
adjustment to $1,250 (his one-third share of
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the $3,750 adjusted basis of partnership prop-
erty). If the partnership distributes $250 to
each partner in a current distribution, D’s
adjusted basis for his interest will be $1,500
($1,000, his one-third share of the remaining
basis of partnership property, $3,000, plus his
basis adjustment of $500).

Example 3. Assume that BCD partnership in
example 2 of this paragraph continues to op-
erate. In 1960, D proposes to sell his partner-
ship interest and wishes to evaluate the tax
consequences of such sale. It is necessary,
therefore, to determine the adjusted basis of
his interest in the partnership. Assume fur-
ther that D cannot determine the adjusted
basis of his interest under the general rule.
The balance sheet of the BCD partnership is
as follows:

Assets
Adjusted
basis per

books

Market
value

Cash .............................................. $3,000 $3,000
Receivables ................................... 4,000 4,000
Depreciable property ..................... 5,000 5,000
Land held for investment ............... 18,000 30,000

Total ................................ 30,000 42,000

Liabilities and capital Per books

Liabilities .............................................................. $6,000
Capital accounts:

B ................................................................... 4,500
C ................................................................... 4,500
D ................................................................... 15,000

Total ...................................................... 30,000

The $15,000 representing the amount of D’s
capital account does not reflect the $500
basis adjustment arising from D’s purchase
of his interest. See example 2 of this para-
graph. The adjusted basis of D’s partnership
interest determined under the alternative
rule is as follows:
D’s share of the adjusted basis of partnership

property (reduced by the amount of liabilities)
at time of proposed sale .................................. $15,000

D’s share of partnership liabilities (under the
partnership agreement liabilities are shared
equally) ............................................................. 2,000

D’s basis adjustment from example 2 ................. 500

Adjusted basis of D’s interest at the
time of proposed sale, as determined
under alternative rule ......................... 17,500

[T.D. 6500, 25 FR 11814, Nov. 26, 1960, 25 FR
14021, Dec. 31, 1960, as amended by T.D. 8437,
57 FR 43903, Sept. 23, 1992]

§ 1.706–1 Taxable years of partner and
partnership.

(a) Year in which partnership income is
includible. (1) In computing his taxable
income for a taxable year, a partner is
required to include his distributive

share of partnership items set forth in
section 702 for any partnership year
ending within or with his taxable year.
A partner shall also include in his tax-
able income for a taxable year ‘‘guar-
anteed payments’’ under section 707(c)
which are made to him in a partnership
taxable year ending within or with his
taxable year. The provisions of this
subparagraph may be illustrated by the
following example:

Example. Partner A reports his income for
a calendar year, while the partnership of
which he is a member reports its income for
a fiscal year ending May 31. During the part-
nership taxable year ending May 31, 1956, A
received guaranteed payments of $1,200 for
services and for the use of capital. Of this
amount, $700 was received by A between
June 1 and December 31, 1955, and the re-
maining $500 was received by him between
January 1 and May 31, 1956. This entire $1,200
received by A is includible in his taxable in-
come for the calendar year 1956 (together
with his distributive share of partnership
items set forth in section 702 for the partner-
ship taxable year ending May 31, 1956).

(2) If a partner receives distributions
under section 731 or sells or exchanges
all or part of his partnership interest,
any gain or loss arising therefrom does
not constitute partnership income and
is includible in the partner’s gross in-
come for his taxable year in which the
payment is made. See sections 451 and
461.

(b) Adoption or change in taxable
year—(1) Partnership taxable year. (i)
The taxable year of a partnership shall
be determined as though the partner-
ship were a taxpayer.

(ii) A newly formed partnership may
adopt a taxable year which is the same
as the taxable year of all its principal
partners (or the same as the taxable
year to which all of its principal part-
ners are concurrently changing) with-
out securing prior approval from the
Commissioner, or it may adopt a cal-
endar year without securing prior ap-
proval from the Commissioner if all its
principal partners are not on the same
taxable year. In any other case, a
newly formed partnership must secure
prior approval from the Commissioner
for the adoption of a taxable year.

(iii) An existing partnership may not
change its taxable year without secur-
ing prior approval from the Commis-
sioner, unless all its principal partners
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have the same taxable year to which
the partnership changes, or unless all
its principal partners concurrently
change to such taxable year.

(2) Partner’s taxable year. A partner
may not change his taxable year with-
out securing prior approval from the
Commissioner. See section 442 and the
regulations thereunder.

(3) Principal partner. For the purpose
of this paragraph, a principal partner is
a partner having an interest of 5 per-
cent or more in partnership profits or
capital.

(4) Application for approval—(i)
Change. Application for a change in a
taxable year shall be filed on Form 1128
with the Commissioner of Internal
Revenue, Washington, DC 20224. If the
short period involved in the change
ends after December 31, 1973, such form
shall be filed on or before the 15th day
of the second calendar month following
the close of such short period; if such
short period ends before January 1,
1974, such form shall be filed on or be-
fore the last day of the first calendar
month following the close of such short
period.

(ii) Adoption. Where a newly formed
partnership is required to secure prior
approval from the Commissioner for
the adoption of a taxable year, the
partnership shall file an application on
Form 1128 with the Commissioner on or
before the last day of the month fol-
lowing the close of the taxable year to
be adopted. The partnership shall mod-
ify Form 1128 to the extent necessary
to indicate that it is an application for
adoption of a taxable year.

(iii) Business purpose. Where prior ap-
proval is required under this para-
graph, the applicant must establish a
business purpose to the satisfaction of
the Commissioner. For example, part-
nership AB, which is on a calendar
year, is engaged in a business which
has a natural business year (the annual
accounting period encompassing all re-
lated income and expenses) ending on
September 30th. The intention of the
partnership to make its tax year coin-
cide with such natural business year
constitutes a sufficient business pur-
pose.

(5) Returns—(i) Partner. A partner
who changes his taxable year shall
make his return for a short period in

accordance with section 443, and shall
attach to the return a copy of the let-
ter from the Commissioner granting
approval for the change of taxable
year.

(ii) Partnership. (a) A partnership
which changes its taxable year shall
make its return for a short period in
accordance with section 443, but shall
not annualize the partnership taxable
income. The partnership shall attach
to the return either a copy of the letter
from the Commissioner granting ap-
proval of the change of taxable year, or
a statement indicating that the part-
nership is changing its taxable year to
the same taxable year as that of all its
principal partners or to the same tax-
able year as that to which all its prin-
cipal partners are concurrently chang-
ing.

(b) Any newly formed partnership
shall file with its first return either:

(1) A copy of the letter from the Com-
missioner approving the adoption of a
partnership taxable year which is not
the same as the taxable year of all its
principal partners; or

(2) A statement indicating that the
taxable year it has adopted is the same
as the taxable year of all its principal
partners, or that all its principal part-
ners are concurrently changing to the
taxable year it has adopted; or

(3) A statement that all its principal
partners are not on the same taxable
year and that it is adopting a calendar
year without prior approval.

(6) Effective date. Section 706(b) ap-
plies to any partnership which adopts
or changes to a taxable year beginning
on or after April 2, 1954, and to any
partner who changes to a taxable year
beginning on or after that date. For
the purpose of applying this provision,
section 708 (relating to the continu-
ation of a partnership) applies to any
such taxable year. See section 771(b)(1)
and paragraph (b)(1) of § 1.771–1. If a
partnership has changed to or adopted,
or if a partner has changed to, a tax-
able year beginning on or after April 2,
1954, without obtaining prior approval
of the Commissioner, and if, under the
provisions of this paragraph, prior ap-
proval is required for the change or
adoption, such annual accounting pe-
riod will not be accepted as a taxable
year until approval thereof is secured.
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Under these circumstances, an applica-
tion to change to or adopt the desired
taxable year will be considered timely
if filed before August 23, 1956.

(7) Cross-reference to § 1.442–2T and
§ 1.442–3T. For special rules applicable
to certain changes in annual account-
ing period where the short period in-
volved in the change ends in 1986 or
1987, see § 1.442–2T. For special rules ap-
plicable to certain adoptions and reten-
tions of a taxable year ending in 1986 or
1987, see § 1.442–3T.

(c) Closing of partnership year—(1)
General rule. Section 706(c) and this
paragraph provide rules governing the
closing of partnership years. The clos-
ing of a partnership taxable year or a
termination of a partnership for Fed-
eral income tax purposes is not nec-
essarily governed by the ‘‘dissolution’’,
‘‘liquidation’’, etc., of a partnership
under State or local law. The taxable
year of a partnership shall not close as
the result of the death of a partner, the
entry of a new partner, the liquidation
of a partner’s entire interest in the
partnership (as defined in section
761(d)), or the sale or exchange of a
partner’s interest in the partnership,
except in the case of a termination of a
partnership and except as provided in
subparagraph (2) of this paragraph. In
the case of termination, the partner-
ship taxable year closes for all partners
as of the date of termination. See sec-
tion 708(b) and paragraph (b) of § 1.708–
1.

(2) Partner who retires or sells interest
in partnership—(i) Disposition of entire
interest. A partnership taxable year
shall close with respect to a partner
who sells or exchanges his entire inter-
est in a partnership, and with respect
to a partner whose entire interest is
liquidated. However, a partnership tax-
able year with respect to a partner who
dies shall not close prior to the end of
such partnership taxable year, or the
time when such partner’s interest (held
by his estate or other successor) is liq-
uidated or sold or exchanged, which-
ever is earlier. See subparagraph (3) of
this paragraph.

(ii) Inclusions in taxable income. In the
case of a sale, exchange, or liquidation
of a partner’s entire interest in a part-
nership, the partner shall include in his
taxable income for his taxable year

within or with which his membership
in the partnership ends, his distribu-
tive share of items described in section
702(a), and any guaranteed payments
under section 707(c), for his partnership
taxable year ending with the date of
such sale, exchange, or liquidation. In
order to avoid an interim closing of the
partnership books, such partner’s dis-
tributive share of items described in
section 702(a) may, by agreement
among the partners, be estimated by
taking his pro rata part of the amount
of such items he would have included
in his taxable income had he remained
a partner until the end of the partner-
ship taxable year. The proration may
be based on the portion of the taxable
year that has elapsed prior to the sale,
exchange, or liquidation, or may be de-
termined under any other method that
is reasonable. Any partner who is the
transferee of such partner’s interest
shall include in his taxable income, as
his distributive share of items de-
scribed in section 702(a) with respect to
the acquired interest, the pro rata part
(determined by the method used by the
transferor partner) of the amount of
such items he would have included had
he been a partner from the beginning of
the taxable year of the partnership.
The application of this subdivision may
be illustrated by the following exam-
ple:

Example. Assume that a partner selling his
partnership interest on June 30, 1955, has an
adjusted basis for his interest of $5,000 on
that date; that his pro rata share of partner-
ship income up to June 30 is $15,000; and that
he sells his interest for $20,000. Under the
provisions of section 706(c)(2), the partner-
ship year with respect to him closes at the
time of the sale. The $15,000 is includible in
his income as his distributive share and,
under section 705, it increases the basis of his
partnership interest to $20,000, which is also
the selling price of his interest. Therefore,
no gain is realized on the sale of his partner-
ship interest. The purchaser of this partner-
ship interest shall include in his income as
his distributive share his pro rata part of
partnership income for the remainder of the
partnership taxable year.

(3) Partner who dies. (i) When a part-
ner dies, the partnership taxable year
shall not close with respect to such
partner prior to the end of the partner-
ship taxable year. The partnership tax-
able year shall continue both for the
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remaining partners and the decedent
partner. Where the death of a partner
results in the termination of the part-
nership, the partnership taxable year
shall close for all partners on the date
of such termination under section
708(b)(1)(A). See also paragraph
(b)(1)(i)(b) of § 1.708–1 for the continu-
ation of a 2-member partnership under
certain circumstances after the death
of a partner. However, if the decedent
partner’s estate or other successor sells
or exchanges its entire interest in the
partnership, or if its entire interest is
liquidated, the partnership taxable
year with respect to the estate or other
successor in interest shall close on the
date of such sale or exchange, or the
date of completion of the liquidation.

(ii) The last return of a decedent
partner shall include only his share of
partnership taxable income for any
partnership taxable year or years end-
ing within or with the last taxable year
for such decedent partner (i. e., the
year ending with the date of his death).
The distributive share of partnership
taxable income for a partnership tax-
able year ending after the decedent’s
last taxable year is includible in the re-
turn of his estate or other successor in
interest. If the estate or other succes-
sor in interest of a partner continues
to share in the profits or losses of the
partnership business, the distributives
share thereof is includible in the tax-
able year of the estate or other succes-
sor in interest within or with which the
taxable year of the partnership ends.
See also paragraph (a)(1)(ii) of § 1.736–1.
Where the estate or other successor in
interest receives distributions, any
gain or loss on such distributions is in-
cludible in its gross income for its tax-
able year in which the distribution is
made.

(iii) If a partner (or a retiring part-
ner), in accordance with the terms of
the partnership agreement, designates
a person to succeed to his interest in
the partnership after his death, such
designated person shall be regarded as
a successor in interest of the deceased
for purposes of this chapter. Thus,
where a partner designates his widow
as the successor in interest, her dis-
tributive share of income for the tax-
able year of the partnership ending
within or with her taxable year may be

included in a joint return in accord-
ance with the provisions of sections 2
and 6013(a) (2) and (3).

(iv) If, under the terms of an agree-
ment existing at the date of death of a
partner, a sale or exchange of the dece-
dent partner’s interest in the partner-
ship occurs upon that date, then the
taxable year of the partnership with re-
spect to such decedent partner shall
close upon the date of death. See sec-
tion 706(c)(2)(A)(i). The sale or ex-
change of a partnership interest does
not, for the purpose of this rule, in-
clude any transfer of a partnership in-
terest which occurs at death as a result
of inheritance or any testamentary dis-
position.

(v) To the extent that any part of a
distributive share of partnership in-
come of the estate or other successor
in interest of a deceased partner is at-
tributable to the decedent for the pe-
riod ending with the date of his death,
such part of the distributive share is
income in respect of the decedent
under section 691. See section 691 and
the regulations thereunder.

(vi) The provisions of this subpara-
graph may be illustrated by the follow-
ing examples:

Example 1. B has a taxable year ending De-
cember 31 and is a member of partnership
ABC, the taxable year of which ends on June
30. B dies on October 31, 1955. His estate
(which as a new taxpayer may, under section
441 and the regulations thereunder, adopt
any taxable year) adopts a taxable year end-
ing October 31. The return of the decedent
for the period January 1 to October 31, 1955,
will include only his distributive share of
taxable income of the partnership for its tax-
able year ending June 30, 1955. The distribu-
tive share of taxable income of the partner-
ship for its taxable year ending June 30, 1956,
arising from the interest of the decedent,
will be includible in the return of the estate
for its taxable year ending October 31, 1956.
That part of the distributive share attrib-
utable to the decedent for the period ending
with the date of his death (July 1 through
October 31, 1955) is income in respect of a de-
cedent under section 691.

Example 2. Assume the same facts as in ex-
ample 1 of this subdivision, except that,
prior to B’s death, B and D had agreed that,
upon B’s death, D would purchase B’s inter-
est for $10,000. When B dies on October 31,
1955, the partnership taxable year beginning
July 1, 1955, closes with respect to him.
Therefore, the return for B’s last taxable
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year (January 1 to October 31, 1955) will in-
clude his distributive share of taxable in-
come of the partnership for its taxable year
ending June 30, 1955, plus his distributive
share of partnership taxable income for the
period July 1 to October 31, 1955. See subdivi-
sion (iv) of this subparagraph.

Example 3. H is a member of a partnership
having a taxable year ending December 31.
Both H and his wife W are on a calendar year
and file joint returns. H dies on March 31,
1955. Administration of the estate is com-
pleted and the estate, including the partner-
ship interest, is distributed to W as legatee
on November 30, 1955. Such distribution by
the estate is not a sale or exchange of H’s
partnership interest. No part of the taxable
income of the partnership for the taxable
year ending December 31, 1955, which is allo-
cable to H, will be included in H’s taxable in-
come for his last taxable year (January 1
through March 31, 1955) or in the taxable in-
come of H’s estate for the taxable year April
1 through November 30, 1955. The distributive
share of partnership taxable income for the
full calendar year that is allocable to H will
be includible in the taxable income of W for
her taxable year ending December 31, 1955,
and she may file a joint return under sec-
tions 2 and 6013(a)(3). That part of the dis-
tributive share attributable to the decedent
for the period ending with the date of his
death (January 1 through March 31, 1955) is
income in respect of a decedent under sec-
tion 691.

Example 4. M is a member of partnership
JKM which operates on a calendar year. M
and his wife S file joint returns for calendar
years. In accordance with the partnership
agreement, M designated S to succeed to his
interest in the partnership upon his death.
M, who had withdrawn $10,000 from the part-
nership before his death, dies on October 20,
1955. S’s distributive share of income for the
taxable year 1955 is $15,000 ($10,000 of which
represents the amount withdrawn by M). S
shall include $15,000 in her income, even
though M received $10,000 of this amount be-
fore his death. S may file a joint return with
M for the year 1955 under sections 2 and
6013(a). That part of the $15,000 distributive
share attributable to the decedent for the pe-
riod ending with the date of his death (Janu-
ary 1 through October 20, 1955) is income in
respect of a decedent under section 691.

(4) Disposition of less than entire inter-
est. If a partner sells or exchanges a
part of his interest in a partnership, or
if the interest of a partner is reduced,
the partnership taxable year shall con-
tinue to its normal end. In such case,
the partner’s distributive share of
items which he is required to include in
his taxable income under the provi-
sions of section 702(a) shall be deter-

mined by taking into account his vary-
ing interests in the partnership during
the partnership taxable year in which
such sale, exchange, or reduction of in-
terest occurred.

(5) Transfer of interest by gift. The
transfer of a partnership interest by
gift does not close the partnership tax-
able year with respect to the donor.
However, the income up to the date of
gift attributable to the donor’s interest
shall be allocated to him under section
704(e)(2).

[T.D. 6500, 25 FR 11814, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 7286,
38 FR 26912, Sept. 27, 1973; T.D. 8123, 52 FR
3623, Feb. 5, 1987]

§ 1.706–1T Taxable years of certain
partnerships (temporary).

(a) Taxable year determined by ref-
erence to the partners—(1) In general. If
for any taxable year a partnership’s
taxable year cannot be determined by
reference to the taxable year of its
partners owning a majority interest in
partnership profits and capital (as de-
scribed in section 706(b)(1)(B)(i)) or by
reference to the taxable year of all its
principal partners (as described in sec-
tion 706(b)(1)(B)(ii)), then the partner-
ship must determine its taxable year
under section 706(b)(1)(B)(iii). Under
section 706(b)(1)(B)(iii), the taxable
year of the partnership, except as pro-
vided in paragraph (b) of this section,
shall be the taxable year that results
in the least aggregate deferral of in-
come to the partners (as determined
under paragraph (a)(2) of this section).
See § 1.706–3T(a) for special rules which
provide that certain tax-exempt part-
ners are disregarded.

(2) Taxable year that results in the least
aggregate deferral of income. The taxable
year that results in the least aggregate
deferral of income will be the taxable
year of one or more of the partners in
the partnership which will result in the
least aggregate deferral of income to
the partners. The aggregate deferral
for a particular year is equal to the
sum of the products determined by
multiplying the month(s) of deferral
for each partner that would be gen-
erated by that year and each partner’s
interest in partnership profits for that
year. The partner’s taxable year that
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produces the lowest sum when com-
pared to the other partner’s taxable
years is the taxable year that results
in the least aggregate deferral of in-
come to the partners. If the calculation
results in more than one taxable year
qualifying as the taxable year with the
least aggregate deferral, the partner-
ship may select any one of those tax-
able years as its taxable year. However,
if one of the qualifying taxable years is
also the partnership’s existing taxable
year, the partnership must maintain
its existing taxable year. The deter-
mination of the taxable year that re-
sults in the least aggregate deferral of
income shall generally be made as of
the beginning of the partnership’s cur-
rent taxable year. The district direc-
tor, however, may determine that the
first day of the current taxable year is
not the appropriate testing day and re-
quire the use of some other day or pe-
riod that will more accurately reflect
the ownership of the partnership and
thereby the actual aggregate deferral
to the partners where the partners en-
gage in a transaction that has as its
principal purpose the avoidance of the
principles of this section. Thus, for ex-
ample the preceding sentence would
apply where there is a transfer of an in-
terest in the partnership that results
in a temporary transfer of that interest
principally for purposes of qualifying
for a specific taxable year under the
principles of this section. For purposes
of this section, deferral to each partner
is measured in terms of months from
the end of the partnership’s taxable
year forward to the end of the partner’s
taxable year.

(3) Determination of the taxable year of
a partner or partnership that uses a 52–53
week taxable year. For purposes of the
calculation described in paragraph
(a)(2) of this section, the taxable year
of a partner or partnership that uses a
52–53 week taxable year shall be the
same year determined under the rules
of section 441(f) and the regulations
thereunder with respect to the inclu-
sion of income by the partner or part-
nership.

(4) Special de minimis rule. If the tax-
able year that results in the least ag-
gregate deferral produces an aggregate
deferral that is less than .5 when com-
pared to the aggregate deferral of the

current taxable year, the partnership’s
current taxable year shall be treated as
the taxable year with the least aggre-
gate deferral. Thus, the partnership
will not be permitted to change its tax-
able year. However, this de minimis
rule will not apply to the first taxable
period beginning after December 31,
1986.

(b) Business purpose. A partnership
may have a taxable year other than the
year described in paragraph (a) of this
section if it establishes, to the satisfac-
tion of the Commissioner of Internal
Revenue, a business purpose for such
taxable year in accordance with and
under the procedures established in
§ 1.442–1(b)(1). For purposes of this para-
graph (b), any deferral of income to
partners shall not be treated as a busi-
ness purpose.

(c) Procedural requirements and effec-
tive date—(1) In general. The change in
accounting period required by para-
graph (a) of this section shall be treat-
ed as initiated by the partnership and
made with the consent of the Commis-
sioner. To effect the change, a partner-
ship must show that the requirements
of this section are satisfied in a state-
ment setting forth the computations
required to establish the taxable year
that results in the least aggregate de-
ferral of income to the partners under
paragraph (a) of this section. The part-
nership must attach the statement to
the income tax return for the short pe-
riod involved in the changes and must
indicate the following at the top of
page 1 of the return: ‘‘FILED UNDER
§1.706–1T.’’

(2) Effective date—(i) In general. Ex-
cept as provided in paragraph (c)(2)(ii)
of this section, the rules of this section
are effective for partnership taxable
years beginning after December 31,
1986.

(ii) Special rule for first taxable year be-
ginning after December 31, 1986. A part-
nership otherwise required to change
its accounting period for its first tax-
able year beginning after December 31,
1986 to a year resulting in the least ag-
gregate deferral of income to its part-
ners under paragraph (a) of this sec-
tion, may, at its option, delay the ap-
plication of the rules of that paragraph
until its first taxable year beginning
after December 31, 1987. In such a case,
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the partnership must conform its first
taxable year beginning after December
31, 1986 to the calendar year and must
apply the rules of paragraph (a) of this
section to its first taxable year begin-
ning after December 31, 1987. See
§ 1.702–3T(a)(1) regarding the availabil-
ity of a 4-year spread provision with re-
spect to a partnership required to
change its taxable year for its first tax-
able year beginning after December 31,
1986.

(iii) Special eligibility for 4-year spread;
years beginning after December 31, 1987.
Notwithstanding the provisions of
§ 1.702–3T(a)(1) limiting the availability
of the 4-year spread provisions to a
partnership’s first taxable year begin-
ning after December 31, 1986, if—

(A) A partnership is required under
section 706(b)(1)(B)(iii) and paragraph
(a) of this section to change to a tax-
able year that results in the least ag-
gregate deferral of income to the part-
ners for a partnership’s first taxable
year beginning after December 31, 1987,

(B) The partnership did exercise its
option, as provided in paragraph
(c)(2)(ii) of this section, to delay the
application of the rules of paragraph
(a) of this section until the partner-
ship’s first taxable year beginning after
December 31, 1987, and

(C) The partnership would have been
required to change its accounting pe-
riod under section 706(b)(1)(B)(iii) and
paragraph (a) of this section for its
first taxable year beginning after De-
cember 31, 1986, if paragraph (a) of this
section had been applicable to such
taxable year, the partners in the part-
nership will be eligible to utilize the 4-
year spread provision provided in
§ 1.702–3T (subject to the other require-
ments of that section) with respect to
the partnership’s change in accounting
period required under section
706(b)(1)(B)(iii) and paragraph (a) of
this section for the partnership’s first
taxable year beginning after December
31, 1987.

(d) Examples. The principles of this
section may be illustrated by the fol-
lowing examples:

Example 1. Partnership P is on a fiscal year
ending June 30. Partner A reports income on
the fiscal year ending June 30 and Partner B
reports income on the fiscal year ending
July 31. A and B each have a 50 percent inter-

est in partnership profits. For its taxable
year beginning July 1, 1987, the partnership
will be required to retain its taxable year
since the fiscal year ending June 30 results
in the least aggregate deferral of income to
the partners. This determination is made as
follows:

Test 6/30 Year
End

Interest in
Partner-

ship Prof-
its

Months of
Deferral
for 6/30

Year End

Interest x
Deferral

Partner A .............. 6/30 .5 0 0
Partner B .............. 7/31 .5 1 .5

Aggregate deferral .......................................... .5

Test 7/31 Year
End

Interest in
Partner-

ship Prof-
its

Months of
Deferral
for 7/31

Year End

Interest x
Deferral

Partner A .............. 6/30 .5 11 5.5
Partner B .............. 7/31 .5 0 0

Aggregate deferral .......................................... 5.5

Example 2. The facts are the same as in Ex-
ample 1 except that A reports income on the
calendar year and B reports on the fiscal
year ending November 30. For the partner-
ship’s taxable year beginning July 1, 1987,
the partnership is required to change its tax-
able year to a fiscal year ending November 30
because such year results in the least aggre-
gate deferral of income to the partners. This
determination is made as follows:

Test 12/31 Year
End

Interest in
Partner-

ship Prof-
its

Months of
Deferral
for 12/31
Year End

Interest x
Deferral

Partner A .............. 12/31 .5 0 0
Partner B .............. 11/30 .5 11 5.5

Aggregate deferral .......................................... 5.5

Test 11/30 Year
End

Interest in
Partner-

ship Prof-
its

Months of
Deferral
for 11/30
Year End

Interest x
Deferral

Partner A .............. 12/31 .5 1 .5
Partner B .............. 11/30 .5 0 0

Aggregate deferral .......................................... .5

Example 3. The facts are the same as in Ex-
ample 2 except that B reports income on the
fiscal year ending June 30. For the partner-
ship’s taxable year beginning July 1, 1987,
each partner’s taxable year will result in
identical aggregate deferral of income. If the
partnership’s current taxable year was nei-
ther a fiscal year ending June 30 nor the cal-
endar year, the partnership would select ei-
ther the fiscal year ending June 30 or the
calendar year as its taxable year. However,
since the partnership’s current taxable year
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ends June 30, it must retain its current tax-
able year.

Test 12/31 Year
End

Interest in
Partner-

ship Prof-
its

Months of
Deferral
for 12/31
Year End

Interest x
Deferral

Partner A .............. 12/31 .5 0 0
Partner B .............. 6/30 .5 6 3.0

Aggregate deferral .......................................... 3.0

Test 6/30 Year
End

Interest in
Partner-

ship Prof-
its

Months of
Deferral
for 6/30

Year End

Interest x
Deferral

Partner A .............. 12/31 .5 6 3.0
Partner B .............. 6/30 .5 0 0

Aggregate deferral .......................................... 3.0

Example 4. The facts are the same as in Ex-
ample 1 except that on December 31, 1987,
partner A sells a 4 percent interest in the
partnership to Partner C, who reports in-
come on the fiscal year ending June 30, and
a 40 percent interest in the partnership to
Partner D, who also reports income on the
fiscal year ending June 30. The taxable year
beginning July 1, 1987, is unaffected by the
sale. However, for the taxable year beginning
July 31, 1988, the partnership must determine
the taxable year resulting in the least aggre-
gate deferral as of July 1, 1988. In this case,
the partnership will be required to retain its
taxable year since the fiscal year ending
June 30 continues to be the taxable year that
results in the least aggregate deferral of in-
come to the partners.

Example 5. The facts are the same as in Ex-
ample 4 except that Partner D reports income
on the fiscal year ending April 30. As in Ex-
ample 4, the taxable year during which the
sale took place is unaffected by the shifts in
interests. However, for its taxable year be-
ginning July 1, 1988, the partnership will be
required to change its taxable year to the
fiscal year ending April 30. This determina-
tion is made as follows:

Test 7/31 Year
End

Interest in
Partner-

ship Prof-
its

Months of
Deferral
for 7/31

Year End

Interest x
Deferral.

Partner A .............. 6/30 .06 11 .66
Partner B .............. 7/31 .5 0 0
Partner C ............. 6/30 .04 11 .44
Partner D ............. 4/30 .4 9 3.60

Aggregate deferral .......................................... 4.70

Test 6/30 Year
End

Interest in
Partner-

ship Prof-
its

Months of
Deferral
for 6/30

Year End

Interest x
Deferral.

Partner A .............. 6/30 .06 0 0
Partner B .............. 7/31 .5 1 .5
Partner C ............. 6/30 .04 0 0

Test 6/30 Year
End

Interest in
Partner-

ship Prof-
its

Months of
Deferral
for 6/30

Year End

Interest x
Deferral.

Partner D ............. 4/30 .4 10 4.0

Aggregate deferral .......................................... 4.5

Test 4/30 Year
End

Interest in
Partner-

ship Prof-
its

Months of
Deferral
for 4/30

Year End

Interest x
Deferral.

Partner A .............. 6/30 .06 2 .12
Partner B .............. 7/31 .5 3 1.50
Partner C ............. 6/30 .04 2 .08
Partner D ............. 4/30 .4 0 0

Aggregate deferral ....................................... 1.70

§ 1.706-1T(a)(4) Test:

Current taxable year (June 30) .......................... 4.5
Less: Taxable year producing the least aggre-

gate deferral (April 30) .................................... 1.7

Additional aggregate deferral (greater than
.5) ............................................................. 2.8

Example 6. Partnership P has two partners,
A who reports income on the fiscal year end-
ing March 31, and B who reports income on
the fiscal year ending July 31. A and B share
profits equally. P has determined its taxable
year under § 1.706–1T(a)(2) to be the fiscal
year ending March 31 as follows:

Test 3/31 Year
End

Interest in
Partnership

Profits

Deferral
for 3/31

Year End

Interest
x Defer-

ral.

Partner A ........ 3/31 .5 0 0
Partner B ........ 7/31 .5 4 2

Aggregate deferral ......................................... 2

Test 7/31 Year
End

Interest in
Partnership

Profits

Deferral
for 7/31

Year End

Interest
x Defer-

ral.

Partner A ........ 3/31 .5 8 4
Partner B ........ 7/31 .5 0 0

Aggregate deferral ......................................... 4

In May 1988, Partner A sells a 45 percent
interest in the partnership to C, who reports
income on the fiscal year ending April 30.
For the taxable period beginning April 1,
1989, the fiscal year ending April 30 is the
taxable year that produces the least aggre-
gate deferral of income to the partners. How-
ever, under paragraph (a)(4) of this section
the partnership is required to retain its fis-
cal year ending March 31. This determina-
tion is made as follows:

Test 3/31 Year
End

Interest in
Partnership

Profits

Deferral
for 3/31

Year End

Interest
x Defer-

ral.

Partner A ........ 3/31 .05 0 0
Partner B ........ 7/31 .5 4 2.0
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